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be taken into account shall be the pur-
chase price. The following examples il-
lustrate the application of this para-
graph (b)(2)(iv).

Example 1. P, a domestic corporation, owns
all of the outstanding stock of FS1, a con-
trolled foreign corporation. P sells equip-
ment for $2,000,000 to X, an unrelated United
States person. FS1 makes a $1,000,000 short-
term loan to X, which loan would not have
been made or maintained on the same terms
but for X’s purchase of P’s equipment. Be-
cause FS1 directly participates in a lending
transaction described in this paragraph
(b)(2)(iv), FS1 is considered to have acquired
the receivable of a related United States per-
son. Thus, there is an investment of FS1’s
earnings and profits in United States prop-
erty in the amount of $1,000,000.

Example 2. The facts are the same as in Ex-
ample 1, except that instead of loaning
money to X directly, FS1 deposits $3,000,000
with an unrelated financial institution that
loans $2,000,000 to X in order for X to pur-
chase P’s equipment. The loan would not
have been made or maintained on the same
terms but for the corresponding deposit. Ac-
cordingly, the deposit and the loan are treat-
ed as a direct loan from FSI1 to X. See Rev.
Rul. 87-89, 1987-37 I.R.B. 16. Because FS1 indi-
rectly participates in a lending transaction
described in this paragraph (b)(2)(iv), FS1 is
considered to have acquired the receivable of
a related United States person. Thus, there
is an investment of FS1’s earnings and prof-
its in United States property in the amount
of $2,000,000.

Example 3. P, a domestic corporation, owns
all of the outstanding stock of FS1, a con-
trolled foreign corporation. FS1 makes a
$3,000,000 loan to U, an unrelated foreign cor-
poration, in connection with U’s purchase for
$2,000,000 of receivables from the sale of in-
ventory property by P to United States obli-
gors. Because FS1 directly participates in a
lending transaction described in this para-
graph (b)(2)(iv), FS1 is considered to have ac-
quired receivables of a related United States
person. Thus, there is an investment of FS1’s
earnings and profits in United States prop-
erty in the amount of $2,000,000.

(c) Substitution of obligor. For pur-
poses of this section, the substitution
of another person for a United States
obligor may be disregarded. Thus, if a
purchaser who is a United States per-
son arranges for a foreign person to
pay a United States seller of inventory
property or services and the seller
transfers by sale or otherwise to its
own controlled foreign corporation the
foreign person’s obligation for pay-
ment, then the acquisition of the for-
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eign person’s obligation shall con-
stitute an investment in United States
property by the seller’s controlled for-
eign corporation, unless it can be dem-
onstrated by the parties to the trans-
action that the primary purpose for the
arrangement was not the avoidance of
section 956. The following example il-
lustrates the application of this
paragraph.

Example. P, a domestic corporation, owns
all of the outstanding stock of FS1, a con-
trolled foreign corporation with substantial
accumulated earnings and profits. P sells
equipment to X, a domestic corporation un-
related to P. To pay for the equipment, X ar-
ranges for a foreign financing entity to issue
a note to P. P then sells the note to FS1. FS1
has made an investment in United States
property in the amount of the purchase price
of the note.

[T.D. 8209, 53 FR 22169, June 14, 1988]

§1.957-1 Definition of controlled for-
eign corporation.

(a) In general. The term controlled for-
eign corporation means any foreign cor-
poration of which more than 50 percent
(or such lesser amount as is provided in
section 957(b) or section 953(c)) of ei-
ther—

(1) The total combined voting power
of all classes of stock of the corpora-
tion entitled to vote; or

(2) The total value of the stock of the
corporation, is owned within the mean-
ing of section 958(a), or (except for pur-
poses of section 953(c)) is considered as
owned by applying the rules of section
958(b) and §1.958-2, by United States
shareholders on any day during the
taxable year of such foreign corpora-
tion. For the definition of the term
United States shareholder, see sections
951(b) and 953(c)(1)(A). For the defini-
tion of the term foreign corporation, see
§301.7701-5 of this chapter (Procedure
and Administration Regulations). For
the treatment of associations as cor-
porations, see section 7701(a)(3) and
§§301.7701-1 and 301.7701-2 of this chap-
ter. For the definition of the term
stock, see sections 958(a)(3) and
7701(a)(7). For the classification of a
member in an association, joint stock
company or insurance company as a
shareholder, see section 7701(a)(8).

(b) Percentage of total combined voting
power owned by United States share-
holders—(1) Meaning of combined voting
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power. In determining for purposes of
paragraph (a) of this section whether
United States shareholders own the
requisite percentage of total combined
voting power of all classes of stock en-
titled to vote, consideration will be
given to all the facts and cir-
cumstances of each case. In all cases,
however, United States shareholders of
a foreign corporation will be deemed to
own the requisite percentage of total
combined voting power with respect to
such corporation—

(i) If they have the power to elect,
appoint, or replace a majority of that
body of persons exercising, with re-
spect to such corporation, the powers
ordinarily exercised by the board of di-
rectors of a domestic corporation;

(ii) If any person or persons elected
or designated by such shareholders
have the power, where such share-
holders have the power to elect exactly
one-half of the members of such gov-
erning body of such foreign corpora-
tion, either to cast a vote deciding an
evenly divided vote of such body or, for
the duration of any deadlock which
may arise, to exercise the powers ordi-
narily exercised by such governing
body; or

(iii) If the powers which would ordi-
narily be exercised by the board of di-
rectors of a domestic corporation are
exercised with respect to such foreign
corporation by a person whom such
shareholders have the power to elect,
appoint, or replace.

(2) Shifting of formal voting power. Any
arrangement to shift formal voting
power away from United States share-
holders of a foreign corporation will
not be given effect if in reality voting
power is retained. The mere ownership
of stock entitled to vote does not by
itself mean that the shareholder own-
ing such stock has the voting power of
such stock for purposes of section 957.
For example, if there is any agreement,
whether express or implied, that any
shareholder will not vote his stock or
will vote it only in a specified manner,
or that shareholders owning stock hav-
ing not more than 50 percent of the
total combined voting power will exer-
cise voting power normally possessed
by a majority of stockholders, then the
nominal ownership of the voting power
will be disregarded in determining
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which shareholders actually hold such
voting power, and this determination
will be made on the basis of such agree-
ment. Moreover, where United States
shareholders own shares of one or more
classes of stock of a foreign corpora-
tion which has another class of stock
outstanding, the voting power osten-
sibly provided such other class of stock
will be deemed owned by any person or
persons on whose behalf it is exercised
or, if not exercised, will be disregarded
if the percentage of voting power of
such other class of stock is substan-
tially greater than its proportionate
share of the corporate earnings, if the
facts indicate that the shareholders of
such other class of stock do not exer-
cise their voting rights independently
or fail to exercise such voting rights,
and if a principal purpose of the ar-
rangement is to avoid the classifica-
tion of such foreign corporation as a
controlled foreign corporation under
section 957.

(c) Illustrations. The application of
this section may be illustrated by the
following examples:

Example 1. Foreign corporation R has two
classes of capital stock outstanding, 60
shares of class A stock, and 40 shares of class
B stock. Each share of each class of stock
has one vote for all purposes. E, a United
States person, owns 51 shares of class A
stock. Corporation R is a controlled foreign
corporation.

Example 2. Foreign corporation S has three
classes of capital stock outstanding, con-
sisting of 60 shares of class A stock, 40 shares
of class B stock, and 200 shares of class C
stock. The owners of a majority of class A
stock are entitled to elect 6 of the 10 cor-
porate directors, and the owners of a major-
ity of the class B stock are entitled to elect
the other 4 of the 10 directors. Class C stock
has no voting rights. D, a United States per-
son, owns all of the shares of the class C
stock. He also owns 31 shares of class A stock
and as such an owner can elect 6 members of
the board of directors. None of the remaining
shares of class A stock, or the 40 shares of
class B stock, is owned, or considered as
owned, within the meaning of section 958, by
a United States person. Since, as owner of 31
shares of the class A stock, D has sufficient
voting power to elect 6 directors, D has more
than 50 percent of the total combined voting
power of all classes of stock entitled to vote,
and S Corporation is a controlled foreign
corporation.

Example 3. M, a United States person, owns
a bl-percent interest in R Company, a foreign
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company of which he is a member. The com-
pany, if it were domestic, would be taxable
as a corporation. The remaining interest of
49 percent in the company is owned by seven
other members none of whom is a United
States person. The memorandum of associa-
tion of R Company provides for only one
manager, who with respect to the company
exercises the powers ordinarily exercised by
a board of directors of a domestic corpora-
tion. The manager is to be elected by unani-
mous agreement of all the members. Since M
owns 51 percent of the company, he will be
deemed to own more than 50 percent of the
total combined voting power of all classes of
stock of R Company entitled to vote, not-
withstanding that he has power to elect a
manager only with the agreement of the
other members. Company R is a controlled
foreign corporation.

Example 4. Domestic corporation M owns a
49-percent interest in S Company, a foreign
company of which it is a member. The com-
pany, if it were domestic, would be taxable
as a corporation. Company S is formed under
the laws of foreign country Y. The remaining
interest of 51 percent in S Company is owned
by persons who are not United States per-
sons. The organization contract of S Com-
pany provides for one manager, B, a citizen
and resident of country Y who is an officer of
M Corporation in charge of its foreign oper-
ations in such country, or any person M Cor-
poration may at any time appoint to succeed
B in such capacity. The manager has the sole
authority with respect to S Company to ex-
ercise powers ordinarily exercised by a board
of directors of a domestic corporation. Since
M Corporation has the discretionary power
to replace B and to appoint his successor as
manager of S Company, the company is a
controlled foreign corporation.

Example 5. N, a United States person, owns
50 percent of the outstanding shares of the
only class of capital stock of foreign cor-
poration R. An additional 48 percent of the
outstanding shares is owned by foreign cor-
poration S. The remaining 2 percent of
shares is owned by P, a citizen and resident
of foreign country T, who regularly acts as
attorney for N in the conduct of N’s business
affairs in country T. All of the shares of the
outstanding capital stock of R Corporation
are bearer shares. At the time of the
issuance of the shares to him, P places the
certificates for such shares in a depository to
which N has access. On several occasions N,
with P’s acquiescence, has taken such shares
from the depository and, on one such occa-
sion, used the shares as collateral in bor-
rowing funds on a loan. Although dividends,
when paid, are paid to P on his shares, his
charges to N for legal fees are reduced by the
amount of the dividends paid on such shares.
Although P votes his shares at meetings of
shareholders, the facts set forth above indi-
cate an implied agreement between P and N
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that N is really to retain dominion over the
stock. N is deemed to own the voting rights
ostensibly attached to the stock owned by P,
and R Corporation is a controlled foreign
corporation.

Example 6. M, a domestic corporation
which manufactures in the United States
and distributes all of its production for for-
eign consumption through N, a person other
than a related person or a United States per-
son, forms foreign corporation S to purchase
products from M Corporation and sell them
to N. Corporations S and M have common di-
rectors. The outstanding capital stock of S
Corporation consists of 10,000 shares of $100
par value class A stock, which has no voting
rights except to vote for dissolution of the
corporation on a share-for-share basis, and
500 shares of no par class B stock which has
full voting rights. Each class of the out-
standing stock is to participate on a share
for share basis in any dividend. The class A
stock has a preference as to assets on dis-
solution of the corporation to the extent of
its par value as well as the right to partici-
pate with the class B stock in all other as-
sets on a share for share basis. All of the
shares of class A stock are issued to M Cor-
poration in return for property having a
value of $1 million. Of the class B stock, 300
of the shares are issued to N in return for
$3,000 in cash and 200 shares are issued to M
Corporation for $2,000 in cash. At stock-
holder meetings N never votes in opposition
to M Corporation on important issues. Cor-
poration S has average annual earnings of
$200,000, all of which will be subpart F in-
come if S Corporation is held to be a con-
trolled foreign corporation. All such earn-
ings are accumulated. Although N ostensibly
has 60 percent of the voting power of S Cor-
poration by virtue of his ownership of 300
shares of class B stock, he has the right to
only approximately 3 percent of any divi-
dends which may be paid by S Corporation;
in addition, upon liquidation of S Corpora-
tion, N is entitled to share in the assets only
after M Corporation has received the par
value of its 10,000 shares of class A stock, or
$1 million. Thus, the voting power owned by
N is substantially greater than its propor-
tionate share of the earnings of S Corpora-
tion. In addition, the facts set forth above
indicate that N is not exercising his voting
rights independently and that a principal
purpose of the capitalization arrangement is
to avoid classification of S Corporation as a
controlled foreign corporation. For these
reasons, the voting power ostensibly pro-
vided the class B stock will be deemed owned
by M Corporation, and S Corporation is a
controlled foreign corporation.

Example 7. Foreign corporation A, author-
ized to issue 100 shares of one class of capital
stock, issues, for $1,000 per share, 45 shares to
domestic corporation M, 45 shares to foreign
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corporation B, and 10 shares to foreign cor-
poration C. Corporation C, a bank, lends $3
million to finance the operations of A Cor-
poration. In the course of negotiating these
financial arrangements, D, an officer of C
Corporation, and E, an officer of M Corpora-
tion, orally agree that C Corporation will
vote its stock as M Corporation directs. By
virtue of such oral agreement M Corporation
possesses the voting power ostensibly owned
by C Corporation, and A Corporation is a
controlled foreign corporation.

Example 8. For its prior taxable year, JV, a
foreign corporation, had outstanding 1000
shares of class A stock, which is voting com-
mon, and 1000 shares of class B stock, which
is nonvoting preferred. DP, a domestic cor-
poration, and FP, a foreign corporation, each
owned precisely 500 shares of both class A
and class B stock, and each elected 5 of the
10 members of JV’s board of directors. The
other facts and circumstances were such
that JV was not a controlled foreign corpora-
tion on any day of the prior taxable year. On
the first day of the current taxable year, DP
purchased one share of class B stock from
FP. JV was a controlled foreign corporation
on the following day because over 50 percent
of the total value in the corporation was
held by a person that was a United States
shareholder under section 951(b). See §1.951-
1(D.

Example 9. The facts are the same as in Ex-
ample 8 except that the stock of FP was pub-
licly traded, FP had one class of stock, and
on the first day of the current taxable year
DP purchased one share of FP stock on the
foreign stock exchange instead of purchasing
one share of JV stock from FP. JV became a
controlled foreign corporation on the fol-
lowing day because over 50 percent of the
total value in the corporation was held by a
person that was a United States shareholder
under section 951(b).

Example 10. X, a foreign corporation, is in-
corporated under the laws of country Y.
Under the laws of country Y, X is considered
a mutual insurance company. X issues insur-
ance policies that provide the policyholder
with the right to vote for directors of the
corporation, the right to a share of the as-
sets upon liquidation in proportion to pre-
miums paid, and the right to receive policy-
holder dividends in proportion to premiums
paid. Only policyholders are provided with
the right to vote for directors, share in as-
sets upon liquidation, and receive distribu-
tions. United States policyholders contribute
25 percent of the premiums and have 25 per-
cent of the outstanding rights to vote for the
board of directors. Based on these facts, the
United States policyholders are TUnited
States shareholders owning the requisite
combined voting power and value. Thus, X is
a controlled foreign corporation for purposes
of taking into account related person insur-
ance income under section 953(c).
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(d) Effective date. Paragraphs (a) and
(c) Examples 8 through 10 of this section
are effective for taxable years of a con-
trolled foreign corporation beginning
after November 6, 1995.

[T.D. 6688, 28 FR 11631, Oct. 31, 1963, as
amended by T.D. 8216, 53 FR 27510, July 21,
1988; T.D. 8618, 60 FR 46529, Sept. 7, 1995; 60
FR 62026, Dec. 4, 1995; T.D. 8704, 62 FR 21,
Jan. 2, 1997]

§1.957-2 Controlled foreign -corpora-
tion deriving income from insur-
ance of United States risks.

(a) In general. For purposes of taking
into account only the income derived
from the insurance of United States
risks under §1.953-1, the term ‘‘con-
trolled foreign corporation’ means any
foreign corporation of which more than
25 percent, but not more than 50 per-
cent, of the total combined voting
power of all classes of stock entitled to
vote is owned within the meaning of
section 958(a), or is considered as
owned by applying the rules of owner-
ship of section 958(b), by United States
shareholders on any day of the taxable
year of such foreign corporation, but
only if the gross amount of premiums
received by such foreign corporation
during such taxable year which are at-
tributable to the reinsuring and the
issuing of insurance and annuity con-
tracts in connection with United
States risks, as defined in §1.953-2 or
1.953-3, exceeds 75 percent of the gross
amount of all premiums received by
such foreign corporation during such
year which are attributable to the rein-
suring and the issuing of insurance and
annuity contracts in connection with
all risks. The subpart F income for a
taxable year of a foreign corporation
which is a controlled foreign corpora-
tion for such taxable year within the
meaning of this paragraph shall, sub-
ject to the provisions of section 952(b),
(c), and (d), and §1.952-1, include only
the income derived from the insurance
of United States risks, as determined
under §1.953-1.

(b) Gross amount of premiums defined.
For a foreign corporation which is en-
gaged in the business of reinsuring or
issuing insurance or annuity contracts
and which, if it were a domestic cor-
poration engaged only in such business,
would be taxable as—
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